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The purpose of the paper is to present the theoretical and empirical anal-
ysis of the causal relationship between company’s investment and profits.
Following the previous research findings that are not unanimous, we ex-
amined the causal relation between profits and investment both at the ag-
gregate and at the industry level. The theory on the field allows us to define
three basic theses: profits determine investment on the aggregate level or
industry sectors level in a national economy, investment determines prof-
its, and profits determine investment and investment determine profits.We
used the Granger definition of causality and the Toda-Yamamoto proce-
dure. Based on the results of the analysis, we can claim that investment de-
termines profits in a national economy. At the industry sectors level there
is the greatest support for a cause-and-effect relation in the direction from
profits to investment. The results of our empirical analysis and contextual
interpretation can help in identifying potential factors and barriers that
hinder the effective functioning of the economic system. It is undisputed
that investment and profits is extraordinarily important for the economic
system and that the investment and profits relation is undeniably strong.
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Introduction and Theoretical Basis
Classical economists as Smith (1805) and Ricardo (1817) emphasize the
importance of investment in economic growth. Keynes (1936) built a new
paradigm on investment, connected with other economic categories. For
Keynes investment is a prevailing factor and an important determinant
of national product. For the Keynesian economists investment depends
on profit expectations that, beside demand and institutional factors, are
based upon ‘animal spirits’ (Stockhammer 2006). Asimakopulos (1971)
explained the Keynes investment model. He presents his point of view,
showing a two-way direction of causality between investment and profits.
Profit expectations play a crucial role in firms’ investment decisions and
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these expectations are strongly affected by current investment level since
this is an important determinant of current profits.
Jorgenson and his collaborators (Hall and Jorgenson 1967) contributed
to neoclassical theory with the development of the neoclassical invest-
ment model. The neoclassical investment model starting point is the so-
lution of dynamic problem that determines the companies’ capital needs
trough time. Neoclassical theory somehow shows the causal link from
profits to investment (Gupta 1988).
For Post-Keynesians, investment is a very important determinant of
the economic system. The argument is that the exploitation of new tech-
nologies is possible only through investment. What Kalecki (1942; 1971)
wanted to point out was that the most important prerequisite to become
an entrepreneur is the capital. With this statement, Kalecki suggests that
the investment determines profits. The focus is on companies’ physical
capital investment. The importance that Post-Keynesians assigned to in-
vestment raises a key question that reads as follows: what determines the
investment level? Joan Robinson (1962) has developed a model starting
fromKaldor’s (1955)modelwith an investmentwithin themodel. Compa-
nies choose investments based on expected profit margins. The expected
profit margins explain to a large extent the actual profit margins. Robin-
son set a two-way relationship between investment and profits with his
formula. Her theory states that investments depend on profits and profits
on investments. Post-Keynesian research in the field of investment has
continued on the importance of internal financing. This was in contrast
with Modigliani andMiller (1958) theorem that under certain conditions
emphasized the irrelevance of financing policy and financial structure for
the companies’ investment and made a theoretical framework for the re-
search of the importance of financial factors for the companies’ invest-
ment (Stockhammer 2006).
Empirical Evidence
Notwithstanding the key role of companies’ sustainable investment for
the expected cash flows and companies’ value, sectors and the whole
economy, just a few important researches examined the causal link be-
tween investment and profits and showed that the investment is vital for
the expected profits. The results of empirical studies are unclear; from the
research results, it is difficult to unequivocally conclude the direction of
a causal link between profits and investment or cash flows. Studies car-
ried out by Baumol et al. (1970), Little (1962), Friend and Husić (1973) do
not support the hypothesis that profits results from past investment. In
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their studies Bar-Yosef et al. (1987) found that investment does not create
profits, but profits raise investment, defined in terms of Granger causal
effect relationship. They also found that the profits are a determinant of
companies’ business investment. Shapiro, Sims, and Hughes (1983) and
McFetridge (1978) surveys support the hypothesis that cash flows result
from past investment. In the analysis of Mahdavi, Sohrabian, and Kholdy
(1994) about the causal effect relationship, employing the ecm (Error
Correction Model), which takes into account the cointegration between
real cash flows and real investment of companies, they found that there
is evidence of the one-way causal effect relationship of real companies
investment to real cash flows. This is in contrast to some of the previ-
ous studies that demonstrated that the profit or cash flows at the level
of companies or industries determine investment. Lee and Nohel (1997)
have concluded that there is a two-way link between investment and prof-
its. Gupta (1988), who based on two different methodologies, comes to
different conclusions about the direction of causality. Akyüz and Gore
(1996), and Inci, Lee, and Suh (2009) have concluded that there is a link
in the direction earnings to investment.
As seen, the empirical studies do not give a single answer to the prob-
lem about the direction of the causal link between investment and prof-
its. The reasons for the different findings may lie in a variety of used
methodological approaches, information restrictions and limitations of
the studies. Previous researches are based on different samples of data,
both in terms of time-scale and different economic backgrounds (most
us based). Different economic and regulatory environment can play a
crucial influence on the decision making of managers and thus the link
between investment and profits. Different economic environments may
involve a variety of conditions that are necessary for efficient investment,
which of course affects the ambitious problem of causality.
On the basis of previous research we can conclude that the findings of
studies in which data were used at the aggregate level, for the most part
support the causal effect relationship in the direction of investment to
profits or two-way link. Research based on data at the firm level is largely
supported by causal effect relationship in the direction of the profits to
investments or two-way link.
Theses and Hypotheses for Empirical Testing
If we realize a synthesis of theoretical concepts framed in micro-and
macroeconomic theory, the theory of finance and entrepreneurship, we
may justify a correlation link between investment and profits. This the-
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oretical framework also allows us to define the causal link between the
exposed variables, which runs from profits to investment, from invest-
ment to profits or in both directions.
The three basic theses are: profits determine investment on the aggre-
gate and industry sectors level in a national economy, investment deter-
mines profits, and profits determine investment and investment deter-
mine profits. The thesis of the causal link, running from profits to in-
vestment, has a limited explanatory power because it is only valid in the
special case when the primary companies’ objective in the economy is
to maximize profits. This means that companies should only invest in
the current and expectedmost profitable activities. However, if the maxi-
mization assumption is not true, then investment is induced also by other
motives, which are independent of the profitmotive. The doubt of the va-
lidity of assumptions about the profit motive is offered paradoxically in
the economic theory. In particular the part of economic theory which
refers to the business sciences, clearly explains that the company also
follows other goals, such as revenue maximization, maximization of the
market share, customer satisfaction, production optimization . . . (Janeš
and Dolinšek 2010; Novak and Žižmond 2012; Odar, Kavcic, and Jerman
2012; Radosavljević et al. 2011). Through these objectives, managers and
equity holders can achieve the purpose of the company, which is to in-
crease the value of a company’s equity and thus shareholder value. Crotty
(1992; 1996)wrote that companies develop and adopt rules to help them to
cope with uncertainty. Gordon (1992) argued that the primary objective
of companies is a long-term survival. Many authors from the last Post-
Keynesian period argue that the goal ofmodern corporations is not profit
maximization but a long-term survival and growth (Stockhammer 2006).
This means that investment is primarily not dependent on profits. On
contrary, investment determines profits. These arguments allow us to
claim that profits depend on investment and not vice versa. By confirm-
ing the thesis that profits result from investment on the level of the entire
economy, wemay imply that profitability does not determine and allocate
investment but the allocation of investment determines profitability.
Imperfections of financialmarkets that increase the difference between
internal and external financial resources act in contrary to the theory-
based interpretation, which defines the direction of causality from prof-
its to investment. This means that the failure of financial markets affect
the allocation of capital. On the one hand, the limited financial resources
and the disparity between the external and internal sources of capital af-
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fect the level of investment and work in favour of the profit motive of in-
vestment. Companiesmust achieve higher profitability, investing inmore
risky and profitable activities. On the other hand transaction costs, the
information asymmetry problem and the risk all limits the migration of
capital and go contrary to the gainful motive. Companies invest the cre-
ated in-house resources in them well known available and less risky in-
vestments at the cost of lower profitability. In this way, companies pursue
a goal of long-term survival. Given these implications and the results of
research, it is difficult to define the impact that the incompleteness of fi-
nancial markets have on the direction of causality between investment
and profits.
In order to confirm the theses we set the following hypotheses at the
aggregate and industry sector level in a national economy:
h1 Profits determine investment.
h2 Investment determines profits.
h3 Investment determines profits and profits determine investment.
Data and Methodology
Wegathered the data for investment and profits from the EuropeanCom-
mission, Eurostat statistic database. For the representation of investment
(I) we use the Gross fixed capital formation (esa95, 3.102) which accord-
ing to Eurostat definition consists of resident producers’ acquisitions, less
disposals, of fixed assets during a given period plus certain additions to
the value of non-produced assets realized by the productive activity of
producer or institutional units. For the representation of profits (P), we
use Net operating surplus and net mixed income. Net operating surplus
is interpreted as the return to capital or the effect of time passing on the
net present value. For unincorporated enterprises, owned by households,
this component is called ‘mixed income.’
We were able to obtain the data on the national economy level for Aus-
tria, Denmark, Italy, Finland and Netherlands. We gathered the industry
level data for Austria, Italy, Finland andNetherlands. For these countries,
it is possible to get a long time series of data from 1977 to 2007 to perform
the tests of causality.We used the nace31 industry classification.We end
up with 88 time series (22 industries for each country) for each of both
variables. Data for some industries was not available and we left out of
our analysis aggregates of industry groups. To obtain data in real terms
we deflated the variable net operating surplus and net mixed income. All
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the data are in value levels in Millions of euro, chain-linked volumes, ref-
erence year 2000 (at 2000 exchange rates).
We can define the causal relationship between two variables, invest-
ment and profits in our case, with the Granger definition of causality. It
should be noted that the assertion that X causes Y in Granger sense does
not imply that the variable Y is the result of the variableX.Granger causal-
ity means anteriority of data fluctuations and does not imply causality in
the general sense of the word and in terms of content.
The implementation of Granger causality tests is connected with the
problems of stationarity and cointegration properties of the considered
time series of data. Granger causality tests are sensitive to non-stationary
time series. The first step in the analysis of causality is the check for sta-
tionarity and the integration degree of variables. The second step is iden-
tifying the possible cointegration of variables (Bekő 2003).
Only in the third step, we apply the analysis of causality. Standard
Granger tests of causal effect relationship are valid only if the original
time series are not cointegrated and must be applied on stationary vari-
ables. When this is not the case, we must differentiate the variables to
reach stationarity and, in case of cointegration, we must perform the test
with error correction models.
We can apply the test developed by Toda and Yamamoto (1995) and
avoid the procedure of testing for cointegration. Testing for cointegra-
tion and a possible need for differentiation to reach stationarity could be
problematic, as we lose some information with the differentiation. The
inference of cointegration could be unreliable. Both problems may affect
the conclusions of the causality tests. The Toda and Yamamoto procedure
consists in testing the vector auto regression – var system equations:
Pt =
m∑
i=1
aiPt−1 +
m+el∑
j=m+1
bjPt−j +
m∑
i=1
ciIt−i +
m+el∑
j=m+1
djIt−j + εt (1)
It =
m∑
i=1
eiIt−1 +
m+el∑
j=m+1
fjIt−j +
m∑
i=1
giPt−i +
m+el∑
j=m+1
hjPt−j + ηt, (2)
where It is investment for period t represented with Gross fixed capital
formation, Pt is profits for period t, represented with net operating sur-
plus and net mixed income, letters from a to h are independent variables
coefficients, m is period lags, εt and ηt are regression errors, el are ex-
tra period lags. To apply the test we must define the number of lags and
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table 1 The Results of the Causality Analysis at the National Level for Austria,
Denmark, Finland, Italy and Netherlands
Country P → I Significance I → P Significance
Austria No . No .
Denmark No . Yes .
Finland Yes . Yes .
Italy Yes . Yes .
Netherlands No . Yes .
the number of extra lags. I Granger cause P if any of the ci coefficients
is statistically different from 0. P Granger causes I if any of the gi coeffi-
cients is statistically different from 0. For the test of the null hypothesis
that every ci = 0 or every gi = 0 we perform a Wald statistic test. To
avoid the problem of arbitrary decided lags we define the optimal num-
ber of lags with the following tests for var: sequential modified lr test
statistic, final prediction error, Akaike information criterion, Schwarz in-
formation criterion, Hannan-Quinn information criterion. The problem
of such tests is that we must determine the number of maximum lags for
testing which influence the results. We select the optimum lags in base
of the most frequent optimal lag, resulting from all the tests performed
from 1 up to 6 lags. We use the Augmented Dickey-Fuller unit root test
equation to define the order of integration of the variables. The extra lags
equal to the order of integration.
Results and Discussion
We present the results of the analysis of causality in tables 1, 2 and 3. We
examined the hypotheses at the aggregate level. Based on the results, we
cannot confirm the first hypothesis with the criterion of more than 50.
We found the causal link from profits to investment just in two of five
countries. The causal link from investment to profits is stronger as we
found it in four of five analyzed countries. We can confirm the second
hypothesis that investment determines profits at the aggregate level in a
national economy. We cannot confirm the third hypothesis that invest-
ment determines profits and profits determine investment at the aggre-
gate level in a national economy. Based on the results of the analysis on
the aggregate level of a national economy, we can say that investment de-
termines profits in a national economy.
The results at the aggregate level are in line with the empirical findings
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in the researches carried out by Gupta (1988) and Mahdavi, Sohrabian,
and Kholdy (1994). The results are also in line with the findings of the
researches done by Akyüz and Gore (1996), Lee and Nohel (1997) and
Heshmati and Lööf (2006) where authors found out the causal link be-
tween investment and profits in both directions in a part which shows the
causal link from investment to profits.
Based on the results, we examined the hypotheses at the industry sec-
tor level. In 28 of industries, we found a causal link from profits to in-
vestment. Based on the criterion of more than 50 industries, in which
causality runs from profits to investment, we cannot confirm the first hy-
pothesis, saying that profits in industry sectors determine investment in
industry sectors. In 14 of industries, we found the causal link from in-
vestment to profits. Based on the criterion of more than 50 industries,
in which causality runs from investment to profits, we cannot confirm the
second hypothesis, saying that investments in industry sectors determine
profits in industry sectors. In 19 of industries, we found a causal link,
running in both directions. Based on the criterion of more than 50 in-
dustries, in which causality runs in both directions, we cannot confirm
the third hypothesis, saying that investment in industry sectors deter-
mine profits in industry sectors and profits in industry sectors determine
investment in industry sectors.
However, the results give stronger support to a causal relation from
profits to investment. This is consistent with the findings of the research
carried out by Bar-Yosef et al. (1987) and Inci et al. (2009), in which the
authors found that profits cause investment in Granger sense, or that the
causal link in the direction from investment to profits is weak. Our re-
search findings are in line with empirical research, carried out by Akyüz
and Gore (1996), Lee and Nohel (1997) and Heshmati and Lööf (2006),
in which the authors found a two-way causal link between the resulting
investments and profits in the part for the causal relationship, resulting
in the direction from profits to investment.
The results of our empirical analysis gave us just the causal link be-
tween the resulting investment and profit in a Granger sense. This did
not mean that investments lead to profits, profits lead to investment, or
both in a common sense or in a sense of content. Granger sense causality
does not imply that the investment or profits result from profits or invest-
ment, or both. Granger causality simply measures the anteriority of data
fluctuations. It is an unstructuredmodel of evidence that has no substan-
tive interpretation. The alternative is a structuredmodel that explains the
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table 2 The Results of the Analysis of Causality in Industries for Austria, Finland,
Italy and Netherlands
Industry a fi it nl
Agriculture, hunting and forestry P ↔ I P ↔ I I  P I → P
Mining and quarrying P ↔ I I  P I  P I → P
Manufacture of food products; beverages and
tobacco
I  P P → I I  P I → P
Manufacture of textiles and textile products I  P P → I I  P I  P
Manufacture of pulp, paper and paper products;
publishing and printing
P → I P ↔ I I → P P → I
Manufacture of coke, refined petroleum products
and nuclear fuel
P → I P → I I  P I  P
Manufacture of chemicals, chemical products and
man-made fibres
P ↔ I P → I P → I I  P
Manufacture of rubber and plastic products I  P P ↔ I P ↔ I I  P
Manufacture of basic metals and fabricated metal
products
I  P P → I I  P I → P
Manufacture of machinery and equipment P → I P ↔ I I  P P → I
Manufacture of electrical and optical equipment P ↔ I P ↔ I I → P I  P
Manufacture of transport equipment I  P I  P I → P I → P
Manufacturing I  P P ↔ I I  P P → I
Electricity, gas and water supply P → I I  P P → I I → P
Construction I  P I → P I  P I  P
Wholesale and retail trade; repair of motor vehicles,
motorcycles and personal and household goods
I  P P ↔ I I  P P → I
Hotels and restaurants I  P P ↔ I P ↔ I I  P
Transport, storage and communication P ↔ I P → I P → I P ↔ I
Financial intermediation P → I P → I P → I I  P
Real estate, renting and business activities P → I I  P I  P P → I
Health and social work I  P P → I I → P P → I
Other community, social, personal service activities I  P P ↔ I P → I I → P
notes a – Austria, fi – Finland, it – Italy, nl – Netherlands. P ↔ I – two sided
causality between investment and profits, P → I – causality running from profits to in-
vestment, I → P – causality running from investment to profits, I  P – no causality.
mechanisms and factors through which one variable influences another.
The advantage of the structured model is that we make a conceptual ex-
planation of a phenomenon. There is a risk that themodel is not correctly
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table 3 Assembled Results of Causality between Investment and Profits for
Industries in the Analyzed Countries
Country P ↔ I P → I I → P I  P
Austria    
Finland    
Italy    
Netherlands    
Share . . . .
specified and leaves out important relevant factors. The methodology al-
lows us to analyze Granger causality through the unstructured model.
The advantage of unstructuredmodel is that it does not place restrictions
on how andwhy one variable affects another. The disadvantage is that the
relationship between variables does not have any content value. Thus, it
remains a challenging task to rightly interpret the analysis results of the
causal link in Granger sense. We linked the results of the unstructured
model with the theoretical basis and the results of previous empirical re-
search on this field.We describe the logic behind the analyzed results and
the implications of the results for the investment policy.
The results that investment determines profits at the national level have
several implications. From the financial theory point of view we could
assume that the analyzed countries have a well-developed financial sys-
tem and the innovations of financial instruments diminish the problem
of obtaining external financial resources. Financing problems, described
in works of Keynes (1936), Kalecki (1971), and Minsky (1975), do not play
a crucial role. Even in the case of financial constraints of companies, other
companies that are not financially limited can take on interesting invest-
ment, and thus generate profits that support the causal relationship in the
direction of investment to profits. For the support of such thinking see
Furlong andWeiss (1990). Transaction costs are not an important limita-
tion to capital reallocation.
Mukherjee and Henderson (1987) have considered whether, in prac-
tice, the expected and required returns are true key factors of investment
decision of companies, or some other factors are more important. They
found that in practice many projects are rejected for reasons other than
economic ones. Guidelines and decision rules should lead to investment
decisions that enable to fulfil the primary objective of the company, that
is, to increase the value of a company’s equity. Despite this, in practice
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many projects are rejected for reasons other than economic ones. Our
findings support the fact that managers choose projects that are in line
with the primary objective of the company. Projects that add value in-
crease profits and the equity value of companies.
The finding that a cause and effect association takes place in the di-
rection of investment to profits is in accordance with the theory of cor-
porate investment in the part, referring to the entrepreneurs’ motivation
to invest. Given the personal characteristics and influence on the en-
trepreneur’s motivation to entrepreneurial activity and investment, we
cannot define entrepreneurs’ motivation just with the profit motive.
From the perspective of economic theory the findings that investment
cause profits are in accordance with the Kalecki Post-Keynesian theory in
the case of the bi-directional link interpretation between investment and
profits, given byAsimakopulos (1971). The findings are also in accordance
withGupta (1988) interpretation of theKeynesian investment view,which
explained the causal link from investment to profits.
The findings are also in line with the implications of researches by Ball
and Watts (1972), Watts and Leftish (1977), Albrecht et al. (1969) which
showed that the previous reduction in investment activities of the us
non-financial corporations caused a drop in cash flows.
At industry sectors level results give stronger support to a causal rela-
tion from profits to investment. On the basis of the empirical evidence
on the importance of internal financial sources and on non interchange-
ability between internal and external financial sources we can interpret
why profits cause investment and determine it. The interpretation also
arises from the financial theory on financial markets imperfection. Im-
perfect financial markets limit company’s acquisition of external funding
sources that can influence companies’ investment policy and limit their
investment. In such case, information on past profits is a good predictor
of investment.
Past profits may also be information to investors to judge the ability
of management. Stable and high profits in the past may represent a sig-
nal to investors that companies’ management rationally use capital re-
sources which lowers the perceived risk and consequently required re-
turn of investors. This increases the range of investments with expected
return higher than required one. On this basis, companies can obtain fi-
nancial resources needed for investment and may invest more. In finan-
cial terms the causality from profits to investment may also mean that
companies in certain sectors have major problems in obtaining external
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funding sources for investment. Transaction costs and tax effects raise the
cost of relocation of capital resources and the threshold-required rate of
return. In this case it is more rational to reinvest the capital in the same
company. This may mean that the management of company retains prof-
its and holds capital resources in the company, even in cases where inter-
esting investment is not available. They invest these capital resources in
low profitability investment, or use the capital for purposes not in accor-
dance with business objectives. This lowers the support to investment to
profits causality because such investments do not give a positive contri-
bution to the expected level of profits.
Minsky (1975; 1986) highlighted the important role that financing has
on the investment activity and instability of the economic system. The
increase in debt financing of investment increases the risk for lenders.
The volatility of investment activity and variations in the economic sys-
tem depend on the method of financing that companies use to finance
investments. On the other hand, Modigliani and Miller (1958) in their
important work of neoclassical school, based on strong assumptions, ar-
gue that the investment and financial decisions are independent. Keynes
(1936) highlighted the financial aspect of investment. Higher proportion
of debt in investment financing increases the risk of lending which in-
creases the required return on debt. This increases the average cost of
capital and required return on investment that reduces the range of po-
tential investment with added value and thus reduces the investment ac-
tivity of companies.
Kalecki (1971) introduced the following aspects through which finan-
cial decisions affect the investment of companies. If a company wants to
implement a relatively big investment compared to the size of their busi-
ness, potential volatility of cash flows from investment increases the risk
of failure to fulfil the financial obligations of external financial sources.
This increases the required rate of return and lowers the investment. In
this case, the amount of internal resources is of decisive importance for
the reduction of risk. The availability of internal resources also increases
the borrowing capacity of companies and reduces the problem of obtain-
ing the necessary resources to implement the investment.
In terms of economic theories the causality from profits to investment
implicate that pricing mechanisms are well functioning and the capital
is allocated into the most profitable industries. The findings are in accor-
dance with the Keynesian economic paradigm. Keynes (1936) argued that
the profit rate and interest rate are the main determinants of investment.
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Results may also support the neoclassical model of investment. In
equilibriumwhere investment equals savings at full employment techno-
logical conditions determine the distribution of income between wages
and profits. Given the technical conditions at full employment and the
propensity to save of the owners of capital, profits determine investment.
From the view of investment policy on the enterprise level and en-
trepreneurial perspective, the findings support the profitmotive of invest-
ment. This means that the profit motive is stronger than other personal
entrepreneurs’ motives, defined by psychological factors, among which
the most frequently identified are a desire for independence, need for
achievement, a sense of control and risk based on which entrepreneurs
invest and develop their business.
Based on the results of the empirical analysis on industry sectors level,
we also cannot say that capital allocates in business that offers the best
conditions for growth. Of course, this factor cannot be excluded, but
other factors, including the profit motive, have greater impact.
Nevertheless, the founded prevailing causality from profits to invest-
ment at the industry sectors level could mean that the change of current
profits, the fall in profits, in an industry sector for example, will cause
lower investment activity in the next period in that industry sector. This
is a serious signal for the providers of economic policies in eu thatmight
interfere in the factors that affect the investment policy and thus encour-
age investment activity. The reduction in investment activitymay have se-
rious negative consequences on overall economic activity and economic
growth.
The results of the analysis of causality in individual industry sectors
vary. We cannot find certain parallels between same industry sectors in
different countries. This may imply that the conditions, affecting the in-
vestment policy of the analyzed countries, differ. Factors, affecting the
investment policy in different countries and industry sectors, have dif-
ferent weight. The very nature of the business may have smaller effect,
since the results in the same sectors in different countries did not show
any links.
Based on the results of the empirical analysis, we cannot exclude any
of the factors that influence the direction of cause-and-effect relationship
between investment and profits. The results can only indicate which fac-
tors have a greater impact. The results of the empirical analysis are not
sufficient in order to give a definitive judgment about the direction of
cause-and-effect relationships and clearly explain the implications for in-
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vestment policy. We cannot give a uniform answer to the providers of
economic and financial policy. In line with previous researches, which
are not unanimous, we can assume that the problem is not uniquely solv-
able, but is multidimensional. When implementing economic and finan-
cial policy in order to influence the investment policy we need to consider
all given aspects.
Post-Keynesians emphasize the importance of the so-called invest-
ment funds for the interpretation of price movements in oligopolistic
economies. Oligopolistic firms finance investment with retained earn-
ings, which are obtained by adding the necessary margin to the normal
cost required for manufacturing products. According to them, the price
trends depend on the companies’ requirements for the creation of the so-
called investment funds and the movement of normal production costs.
Due to the expected but uncertain demand growth, in the future compa-
nies want to increase their capacity and thus their market shares. Com-
panies do this with investment planning. Based on the plans, companies
determine a premium to costs that will bring enough profit needed for in-
vestment. We assume that companies operate in oligopolistic economies.
Companies set prices based on mark-up on costs in order to achieve the
expected profit for the implementation of expected investments. In this
case, the current profits are the effect of planned investments and invest-
ment determines profit.
With the empirical analysis of cause-and-effect relationship, based on
Granger causality, we cannot prove this. On the contrary, it can lead us to
false conclusions, based on the founded direction of cause-and-effect re-
lationships in Granger sense. In such case the Granger analysis will reveal
the causal relationship from profits to investment. This represents a limi-
tation on conclusions about the direction of cause-and-effect relationship
between investment and profits with an empirical analysis based on the
Granger causality.
Conclusion
In this study we made a theoretical and empirical analysis of the cause-
and-effect relationship between companies’ investment and profits. We
explored the causal link between profits and investment at the aggregate
national level in five eu countries and at the industry sectors level in four
eu countries. The theory on the field allowed us to define three basic the-
ses: profits determine investment at the level of industry sectors in a na-
tional economy, investment determines profits, and profits determine in-
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vestment and investment determines profits. In the empirical analysis we
used the Granger (1986) definition of causality and the Toda-Yamamoto
(1995) procedure.
The conclusions of previous empirical research on the causal effect re-
lationship between investment and profits are different and do not give a
clear answer to the problem. Relevant older researchesmostly support the
belief that profits determine investment.Unresolved andunclear problem
of the cause-and-effect relationship between profits and investment can
be a serious problem for providers of economic policies that rely on these
theories.
The contribution of this study is the research of the cause-and-effect
relationship between investment and profits and the direction of this rela-
tionship. In our studywe identified the causal effect relationship and tried
to explain it with the theory of finance, economics and entrepreneurship
and to include all factors that can explain the founded causal link and
are relevant to the investment policy. Most of the already existing small
number of studies in the field addresses the problem only in terms of eco-
nomic or financial theories. From a methodological point of view, to our
knowledge to date there has not been a research to address the causal link
between profits and investment on data from eu countries at the indus-
try sectors level. Due to limited availability of long time series data, the
study is limited to some eu countries. This limits the conclusions to the
surveyed countries.
Considering the results of causality analysis in view of the country and
industry sectors of the economy it can be stated that some results vary
but some are aligned. Taking into account the two-way links, a cause-
and-effect connection in the direction of investment to profits is mostly
supported at the national level. At the industry sectors level has the great-
est support a cause-and-effect connection in the direction from profits to
investment. The results are not sufficiently unanimous to give a definitive
answer on the direction of cause-and-effect relationship between invest-
ment and profits and clearly explain the implications for investment pol-
icy.We cannot give a uniform answer to the providers of economic policy
that need to consider all discussed aspects.
What should be the economic policy that influences the effective in-
vestment allocation? In any case, it is necessary to consider all factors that
may affect the allocation of investment. The question is whether to influ-
ence the allocation of investment or to let the allocation of investment to
market factors. In any case, it is necessary to work towards enabling the
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efficient allocation by removing all possible barriers. The base is a well-
developed financial system that reduces the difference between external
and internal sources of finance, information asymmetries and transaction
costs and allows companies to finance potentially successful projects.
Accumulation of capital by allowing the creation of above-average
gains in the rapidly growing East Asian economies shows a positive ef-
fect on the activation and promotion of the link between investments
and profits and thus on economic activity and above-average economic
growth. This effect was demonstrated by Akyüz and Gore (1996). In their
study they found that in the fast-growing East Asian economies economic
policy played a crucial role that allowed the accumulation of capital, rapid
development of production and increased revenues. It also increased the
ability of companies in emerging East Asian economies to successfully
compete in the more and more demanding global market.
It is natural to assume that investment causes profits, as there is no basis
to make profits without investment. If on the other hand profits cause in-
vestment, we could assume the following. Logical reasoning results from
the definition of Granger causality that measures anteriority of data fluc-
tuations (higher profits mean higher expected investment and increased
investment higher expected profits). At the level of the national economy
this means that capital determines the allocation of investment. Higher
profits will be followed by higher investment. At the enterprise level this
couldmean that companies are limited in obtaining funds andmarket in-
completeness is an obstacle to capital allocation. This confirms the impli-
cations of Kalecki who wrote, ‘Ownership of capital is a prerequisite for
becoming an entrepreneur’ which supports the thesis that investments
determine profits. Profits would be a determinant of investment only if
the current profits are a good predictor of expected profits. This is not
true, but in some cases it actually led to investment.
There is also the question about the relevance of the level of data anal-
ysis. Previous studies are based on data at the national level and on data
at the enterprise level. Based on previous relevant research we can see
that the results of studies in which data were used at the national level for
the most part support the causal relationship in the direction resulting
from investment to profits or two-way causality. Studies based on data
at the enterprise level mostly support the causal relationship in the di-
rection from profits to investment or a two-way causality. Assuming the
relevance of previous studies, we may ask why there is this difference.We
can find the answer in the fact that the aggregate level may not be the
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most suitable for the analysis of this problem. Investment decisions re-
late to the problems on the micro-level of companies that also depend on
factors at the macro level. The difference between our study and previ-
ous studies is also in the economic environment. Our study was based
on a sample from eu countries; most previous researches were based on
samples from us.
The results of our empirical analysis and contextual interpretation can
help in identifying potential factors and barriers that hinder the effective
functioning of the economic system. It is undisputed that investment and
profits is extraordinarily important for the economic system and that the
investment and profits relation is undeniably strong.
References
Akyüz, Y., and C. Gore. 1996. ‘The Investment-Profits Nexus in East Asian
Industrialization.’World Development 24 (3): 461–70.
Albrecht, S. W., L. L. Lookabill, and J. C. and McKeown. 1969. ‘The Time
Series Properties of Annual Earnings.’ Journal of Accounting Research
15 (2): 226–44.
Asimakopulos, A. 1971. ‘The Determination of Investment in Keynes’s
Model.’ Canadian Journal of Economics 4 (3): 382–88.
Ball, R., and R. Watts. 1972. ‘Some Time Series Properties of Accounting
Income.’ Journal of Finance 27(3): 663–82.
Bar-Yosef, S., J. L. Callen, and J. Livnat. 1987. ‘Autoregressive Modeling of
Earnings-Investment Causality.’ Journal of Finance 42 (1): 11–28.
Baumol, W. J., P. Heim, B. G. Malkiel, and R. E. Quandt. 1970. ‘Earnings
Retention, New Capital and the Growth of the Firm.’ The Review of
Economics and Statistics 52 (4): 345–55.
Bekő, J. 2003. ‘Causality Between Exports and Economic Growth: Empir-
ical Estimates for Slovenia.’ Prague Economic Papers 12 (3): 169–86.
Crotty, J. R. 1992. ‘Neoclassical and Keynesian Approaches to the Theory
of Investment.’ Journal of Post Keynesian Economics 14 (4): 483–96.
———. 1996. ‘Is New Keynesian Investment Theory Really “Keynesian”?
Reflections on Fazzari and Variato.’ Journal of Post Keynesian Eco-
nomics 18 (3): 333–57.
Friend, I., and F. Husic. 1973. ‘Efficiency of Corporate Investment.’ The Re-
view of Economics and Statistics 55 (1): 122–27.
Furlong, F. T., and M. R. Weiss. 1990. ‘Corporate Cash Flow and Invest-
ment.’ frbsf Economic Letter, 11 May.
Gordon, M. J. 1992. ‘The Neoclassical and a Post Keynesian Theory of In-
vestment.’ Journal of Post Keynesian Economics 14 (4): 425–43.
Volume 12 · Number 4 · Winter 2014
412 Igor Stubelj
Granger, C. W. 1986. ‘Developments in the Study of Cointegrated Econo-
micVariables.’OxfordBulletin of Economics and Statistics 48 (3): 213–28.
Gupta, S. 1988. ‘Profits, Investment, and Causality: An Examination of Al-
ternative Paradigms.’ Southern Economic Journal 55 (1): 9–20.
Hall, R. E., andD.W. Jorgenson. 1967. ‘Tax Policy and Investment Behavior.’
The American Economic Review 57 (3): 391–414.
Heshmati, A., and H. Lööf. 2006. ‘Investment and Performance of Firms:
Correlation or Causality?’ Working Paper Series in Economics and In-
stitutions of Innovation 72, Centre of Excellence for Science and Inno-
vation Studies, Stockholm.
Inci, A. C., B. S. Lee, and J. Suh. 2009. ‘Capital Investment andEarnings: In-
ternational Evidence.’ Corporate Governance: An International Review
17 (5): 526–45.
Janeš, A., and S. Dolinšek. 2010. ‘DoWeNeed aNewCompass for the Jour-
ney Through the Global Crisis?’ Journal of Industrial Engineering and
Management 3 (2): 255–93.
Kaldor, N. 1955. ‘Alternative Theories of Distribution.’ The Review of Eco-
nomic Studies 23 (2): 83–100.
Kalecki, M. 1942. ‘A Theory of Profits.’ The Economic Journal 52 (206–7):
258–67.
———. 1971. Selected Essays on the Dynamics of the Capitalist Economy
1933–1970. Cambridge: Cambridge University Press.
Keynes, J. M. 1936. The General Theory of Employment, Interest andMoney.
London: Macmillan.
Lee, B. S., and T. Nohel. 1997. ‘Value Maximization and the Information
Content of Corporate Investment with Respect to Earnings.’ Journal of
Banking and Finance 21 (5): 661–83.
Little, I. M. D. 1962. ‘Higgledy Piggledy Growth.’ Bulletin of the Oxford Uni-
versity Institute of Economics & Statistics 24 (4): 387–412.
Mahdavi, S., A. Sohrabian, and S. Kholdy. 1994. ‘Cointegration and Error
Correction Models: The Temporal Causality between Investment and
Corporate Cash Flow.’ Journal of Post Keynesian Economics 16 (3): 478–
98.
McFetridge, D. G. 1978. ‘The Efficiency Implications of Earnings Reten-
tions.’ The Review of Economics and Statistics 60 (2): 218–24.
Minsky, H. P. 1975. John Maynard Keynes.New York: Columbia University
Press.
———. 1986. Stabilizing an Unstable Economy. New Haven, ct: Yale Uni-
versity Press.
Modigliani, F., and M. H. Miller. 1958. ‘The Cost of Capital, Corporation
Finance and the Theory of Investment.’ The American Economic Re-
view 48 (3): 261–97.
Managing Global Transitions
Investment and Profits 413
Mukherjee, T. K., and G. V. Henderson. 1987. ‘The Capital Budgeting Pro-
cess: Theory and Practice.’ Interfaces 17 (2): 78–90.
Novak, M., and E. Žižmond. 2012. ‘Overall Cost Efficiency.’ Ekonomska is-
traživanja 25 (4): 1033–49.
Odar, M., S. Kavcic, andM. Jerman. 2012. ‘PerformanceMeasurement Sys-
tems: Empirical Evidence from Slovenia.’ Economic Review 25 (2): 445–
64.
Radosavljević, Ž., M. Ž. Radosavljević, D. D. Radosavljević, and M. Ž.
Anđelković. 2011. ‘Mergers and Acquisitions As a Model of Organiza-
tional Transformation.’ Ekonomika 1:1–13.
Ricardo, D. 1817. Principles of Political Economy. Cambridge.
Robinson, J. 1962. Essays in the Theory of Economic Growth. New York:
Palgrave Macmillan.
Shapiro, D. M., W. A. Sims, and G. Hughes. 1983. ‘The Efficiency Implica-
tions of Earnings Retentions: An Extension.’ The Review of Economics
and Statistics 65 (2): 327–31.
Smith, A. 1805. An Inquiry into the Nature and Causes of the Wealth of Na-
tions. Glasgow.
Stockhammer, E. 2006. ‘ShareholderValueOrientation and the Investment-
Profit Puzzle.’ Journal of Post Keynesian Economics 28(2): 193–215.
Toda, H. Y., and T. Yamamoto. 1995. ‘Statistical Inference in Vector Autore-
gressions with Possibly Integrated Processes.’ Journal of Econometrics
66 (1–2): 225–50.
Watts, R. L., andR.W. Laftwich. 1977. ‘The Time Series of Annual Account-
ing Earnings.’ Journal of Accounting Research 15 (2): 293–71.
This paper is published under the terms of the Attribution-
NonCommercial-NoDerivatives 4.0 International (cc by-nc-nd 4.0)
License (http://creativecommons.org/licenses/by-nc-nd/4.0/).
Volume 12 · Number 4 · Winter 2014
